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NASD Notice to Members 97-77

Executive Summary

NASD Regulation, Inc. (NASD Reg-
ulation®") requests comment on a
proposed new rule, National Associa-
tion of Securities Deders, Inc.
(NASD®) Rule 1150 (Rule), which
would provide NASD memberswith
aqualified immunity in arbitration
proceedings for statements madein
good faith in certain disclosures filed
with the NASD on Forms U-4 and
U-5. The Rulewould also require
that member firms give notice of the
contents of a Form U-5 (and amend-
ments) to the subject of the form at
least 10 days prior to filing the form
with the NASD. Memberswould
also be required to provide immedi-
ate notification to employees of
material revisionsto befiled on Form
U-5.

Directors, may be reviewed by the
NASD Board of Governors, and
must be approved by the SEC.

Questions concerning this Request
For Comment should be directed to
Jean Feeney, Assistant Generd
Counsal, Office of Genera Counsd,
NASD Regulation, at (202) 728-6959,
or Laura Gander, Attorney, Office of
Genera Counsel, NASD Regulation,
at (202) 728-8275.

Request For Comment

NASD Regulation encourages all
members and interested partiesto
respond to the issuesraised in this
Notice. Comments should be mailed
to:

Joan Conley

Office of the Corporate Secretary
NASD Regulation, Inc.

1735K Street, N.W.
Washington, D.C. 20006-1500;

or eemailed to:
pubcom@nasd.com

Comments must be received by
December 31, 1997. Before becom-
ing effective, any rule change devel-
oped as aresult of the comments
received must be adopted by the
NASD Regulation, Inc., Board of

November 1997

659



NASD
REGULATION
REQUEST FOR
COMMENT

97-77

Executive Summary

NASD Regulation, Inc. (NASD Reg-
ulation®") requests comment on a
proposed new rule, National Associ-
ation of Securities Dedlers, Inc.
(NASD®) Rule 1150 (Rule), which
would provide NASD memberswith
aqualified immunity in arbitration
proceedings for statements made in
good faith in certain disclosures filed
with the NASD on Forms U-4 and
U-5. The Rulewould also require
that member firms give notice of the
contents of a Form U-5 (and amend-
ments) to the subject of the form at
least 10 days prior to filing the form
with the NASD. Memberswould
also be required to provide immedi-
ate notification to employees of
material revisonsto befiled on
Form U-5."

The purpose of the Ruleisto encour-
age more candid and accurate disclo-
sure by member firms on Forms U-4
and U-5 concerning the reasons for
terminating employees, while afford-
ing employees an opportunity to
review the Form U-5 prior to filing
with the NASD. The Rulewould be
implemented on afour-year pilot
basis, during which time NASD
Regulation would assess the impact
of the Rule on the nature and quality
of disclosure by member firms.

Questions concerning this Request
For Comment should be directed to
Jean Feeney, Assistant General
Counsdl, Office of Genera Counsdl,
NASD Regulation, at (202) 728-6959,
or Laura Gander, Attorney, Office of
Genera Counsel, NASD Regulation,
at (202) 728-8275.

Background

The NASD By-Laws (Article 1V,
Sections 2 and 3) require that mem-
bers make certain disclosures con-
cerning registered persons, and
certain other employees associated
with them, in order to help the
NASD and its membersfulfill their
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statutory mandate to register, qualify
and oversee securitiesindustry per-
sonnel. In particular, the Form U-5
provides information about disci-
plinary or regulatory problemsin an
employee’ swork history. Candid
and accurate disclosure of aregulato-
ry or disciplinary problem that con-
tributed to an employee’s termination
iscritical to ensuring that prospective
broker/dealer employers make
informed hiring decisions and estab-
lish appropriate supervisory systems.

For purposes of the proposed Rule,
the most important of these disclo-
sures are those required by Form U-
5, the “Uniform Termination Notice
for Securities Industry Registration.”
Members are required to file a Form
U-5 with the NASD within 30 days
of the termination of certain employ-
ees, and smultaneoudy to provide a
copy of thefiled form to the employ-
ee. TheBy-Lawsaso requirethat
the member notify the NASD in
writing, and send a copy to theregis-
tered person, within 30 days if the
member learns of facts or circum-
stances causing any information in
the prior notice to become inaccurate
or incomplete. Membersare also
required to disclose certain informa-
tion about employees on Form U-4,
the “Uniform Application for Securi-
tiesIndustry Registration or Transfer”

In recent years, registered persons
have brought a number of defama-
tion’ claims for allegedly untrue or
mideading statements made on Form
U-5. Theclaimsare primarily
brought in arbitration; at present, the
number of defamation cases relative
to the NASD’s overdl arbitration
casaload issmall.’ However, because
of the personal and financial interests
at issue, the members' potential
exposure to liability asaresult of
such clams may be substantial.

At common law, courts have general-

ly found that employers are entitled
to aqualified privilege for statements
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made about former employeesto
prospective employers.” This quali-
fied privilege has been codified in
many dtate statutes. However, the
privilegeis not absolute, and may be
overcome by proof that the employer
knew or was recklessin not knowing
that the statement was false. State
law varies with respect to the stan-
dard of proof required to overcome a
qualified privilege: some states
require clear and corvincing evi-
dence, while others apply a prepon-
derance of the evidence standard.

The potentia liability for statements
made on Forms U-5 has created a
disincentive for member firmsto pro-
videfull disclosure. Members have
also questioned the fairness of expo-
sureto potentialy significant liability
for disclosuresthey are required by
the NASD to make.

At the sametime, registered repre-
sentatives are concerned that unless
they are able to pursue an action
against an employer in aparticular
case, member firmswill be freeto
unfairly penalize them for their deci-
sionsto seek employment at another
firm, or otherwise unfairly injure or
tarnish their reputation.

As noted above, full disclosure of
disciplinary problems on Forms U-4
and U-5isin the public interest.
Accordingly, NASD Regulation
believesit is appropriate to provide
some degree of protection for mem-
bersfor statements made on required
formsin order to encourage full dis-
closure. Inadequate disclosure has
the potentia to compromise the
integrity of the Central Registration
Depository, and hinders regulatory
enforcement action by the NASD
and other regulators. At the same
time, NASD Regulation recognizes
that employees must have recourse
for untruthful statements designed,
for example, to penalize a departing
employee, or to prevent him or her
from obtaining new employment or

attracting existing customersto
another member firm. NASD Regu-
lation and other regulators have
worked with representatives of
NASD member firms and employees
in an effort to formulate afair and
workable solution to this problem.

The proposed Ruleis designed to
strike a balance between the interests
of the member firms, the employees,
and the public by providing qualified
immunity for statements made in
good faith by member firms on cer-
tain required forms, and by providing
employees with an opportunity to
seek changes to disclosures con-
tained in Forms U-5 prior to their fil-
ing. NASD Regulation seeks
comment on all aspects of the pro-
posed Rule from al interested per-
sons and their representatives,
including members, registered per-
sons, other employees and employee
groups, industry groups, and cus-
tomers. In particular, NASD seeks
comment on the specific issues raised
bel ow.

Description
Disclosure Obligations

NASD members are currently
required to make truthful and accu-
rate disclosuresto the NASD regard-
ing securitiesindustry personnel, and
are currently subject to disciplinary
proceedings for failure to do so.
Paragraph (a)(1) of the proposed
Rule would resffirm the current dis-
closure obligations of NASD mem-
bers. Itisnot intended to impose any
additional or higher disclosure obli-
gations on NASD members than that
which currently exists under NASD
rules. NASD Regulation seeks com-
ment regarding whether the reitera-
tion of NASD members' current
disclosure obligationsin paragraph
(&(2) should beincluded in the pro-
posed Rule.
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Qualified Immunity

The proposed rule would create a
uniform qualified immunity standard
for statements made in good faith by
membersin “covered forms” The
qualified immunity would apply in
all arbitrations between employees
and members arising out of disclo-
sures contained in “covered forms”
instead of the variousimmunity stan-
dardsthat currently apply under state
law.

Under the qualified immunity, a
defending party would not be liable
to a*“covered person” for any
defamation claim related to an
alleged untrue statement contained in
a“covered form” unless the covered
person showed by clear and convinc-
ing evidence that the defending party
either knew or was recklessin not
knowing that the statement was
materialy false a thetime it was
made.

Definitions And Scope Of Qualified
[mmunity

The qualified immunity would apply
to statements contained in a covered
form that isfiled with aregulatory
agency or self-regulatory organiza-
tion, or that is disseminated by rea-
son of such filing, or otherwise
disseminated oraly, in writing, or
through any electronic medium to an
“appropriate person.”

The Rule defines* covered forms” as
those forms required to be filed pur-
suant to Article IV, Sections 2 and 3,
of the NASD By-Laws, which
include both Forms U-4 and U-5.
Although defamation claims against
members for statements contained in
required filings generaly have
involved disclosures made on Form
U-5 in connection with employee ter-
minations, members of the industry
have indicated that required disclo-
sures pertaining to employees on
Form U-4 provide the same potential
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for defamation liability, and NASD
Regulation believes that the same
regulatory interestsin complete dis-
closure apply to statements on that
form.

The Rule defines * appropriate per-
son” as“any federa or state govern-
ment or regulatory authority, any
self-regulatory organization, any
employer or prospective employer of
acovered person, any person who
requests information concerning the
covered person from the defending
party and asto whom the defending
party has alega obligation to pro-
vide such information, or any person
who has alega obligation to obtain
such information.” Accordingly, the
Rule would apply to arequest made,
for example, by apension fund if
legd requirements imposed an obli-
gation to obtain information concern-
ing persons investing on behalf of the
fund.

The Rule would apply to statements
made by a member on a covered
form with respect to a*“covered per-
son,” defined as any present or for-
mer registered person or employee of
the member who is party to apro-
ceeding relating to a dispute within
the scope of the Rule. The Rule
would also apply to the liability of
both member firms and associated
persons, and accordingly would pro-
tect the signatory of the form or other
persons involved in the preparation
of the form aswell as the member
itself.

NASD Regulation seeks comment
regarding the scope of the qudified
immunity. In particular, isthe defini-
tion of “appropriate persons’ too
broad? Too narrow? Should disclo-
sures to customers be explicitly
included? Should disclosuresto the
media be included?

Sandard Of Proof

Most states recognize a qualified
immunity for required disclosures,
although at least one New York court
has applied absolute immunity with
respect to statements contained in
Form U-5. In most states, the quali-
fied immunity can be overcome by
evidence that the member knew, or
was reckless in not knowing, that the
information in the required disclo-
surewasfalse. However, state law
varies with respect to the standard of
proof required to demonstrate know!-
edge of, or recklessness with respect
to, astatement’sfalsity. Some states
require clear and convincing evi-
dence, while others apply a prepon-
derance of the evidence standard. In
still other states, there are conflicting
decisions regarding the appropriate
standard of proof.

In light of the variation among state
laws regarding the standard of proof
required to overcome aqualified
immunity for required disclosures,
NASD Regulation has considered the
regulatory and public policy interests
underlying the proposed Rulein
determining the appropriate standard
of proof. Asdiscussed above, the
purpose of the proposed Ruleisto
enhance disclosure of information
concerning matters of public interest.
A preponderance of the evidence
standard might not provide sufficient
protection to membersto ensure full
disclosure. On the other hand, abso-
lute immunity might not enhance the
quality of disclosure because of its
potentia to immunize defamatory
statements. Because the clear and
convincing standard provides signifi-
cant protection to member firmsfor
required disclosures without depriv-
ing employees of recourse for false
statements made knowingly or reck-
lessly, NASD Regulation preliminari-
ly believesthat aqudified immunity
that may be overcome by clear and
convincing standard may be more
consistent with the purpose of the

NASD Regulation Request For Comment 97-77

Rule, and represent areasonable bal-
ance between the competing interests
involved.”

NASD Regulation seeks comment as
to whether auniform qualified privi-
lege should be applied in arbitration
proceedings, and whether the clear
and convincing evidence standard is
an appropriate standard of proof.

Sgnatory Requirement

The proposed Rule does not require
that the person signing the covered
form on behalf of amember firm be
aregistered person, acompliance
officer, or an atorney in order for the
qualified immunity to apply.
Nonetheless, such arequirement
could enhance the qudity of disclo-
sure on the covered form by raising
the level of accountability within the
member firm. Those opposed to
such arequirement argue that it
would unduly interfere with current
industry practice without enhancing
the quality of disclosure.

NASD Regulation specificaly
requests comment regarding whether
the Rule should include a provision
requiring that the person signing a
covered form be either aregistered
person or lawyer in order for the
quaified immunity to apply to state-
ments contained in the form. In par-
ticular, commenters are asked to
consider the effect of such arequire-
ment on current industry practice, the
additional burdens, if any, such a
requirement would place on member
firms, and the benefits of such a
requirement.

Applicability Of Qualified Immunity
To Statements Made Prior To Filing
Of Covered Forms

Another issue involves whether
immunity would attach to statements
made prior to filing of covered forms.
In some cases, members may be
asked by prospective employersto
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verify the reasonsfor aregistered
person’s termination prior to thetime
the Form U-5 is submitted to the
NASD. TheRule providesthat the
qualified immunity would attach to
statements made prior to thefiling of
aForm U-4 or U-5 that are subse-
quently included in afiled formin
the same language that is provided to
an appropriate person.

NASD Regulation requests comment
regarding whether the qualified
immunity should attach to statements
that are subsequently filed in a cov-
ered form in the same language.

Ten-Day Advance Review Period

In addition to the qualified immunity
provisions, the proposed Rule would
require membersto provide employ-
eeswith copies of Forms U-5 or
amendmentsto Forms U-5 at least 10
days before the form or amendment
isfiled with the NASD. Further,
members would be required to pro-
vide material revisionsto the
employee immediately. The purpose
of these provisonsisto provide an
employee with an opportunity to
seek amended disclosure language
prior to filing where he or she can
demonstrate that the proposed lan-
guageisinaccurate. The Rule
explicitly states, however, that failure
by an employee to respond during
the 10-day period would not consti-
tute awaiver of any rights of the
employee.

NASD Regulation seeks comment
concerning the appropriateness of the
10-day advance review period. In
particular, commenters are asked to
consider the impact of this provision
on the nature of the disclosure con-
tained in thefiling. Would this provi-
sion encourage “ negotiated
disclosure” prior to filing that would
lead to less complete and accurate
information or limit its usefulness for
regulatory purposes? Would it be
likely to lead to delaysinfiling? Is

the requirement that firms notify
employees immediately of material
revisions to Forms U-5 practicable?

Where commenters believe that the
requirement is appropriate, they are
asked to consider whether it provides
adequate opportunity for employees
to make additional disclosure or to
propose changes. Doesit provide a
member firm sufficient timeto pre-
parethefiling? Should the time peri-
od be shorter? Longer? How should
notice be delivered, and should the
method be specified in the Rule?
Should there be aprovision for
extending the 30-day period in some
cases? If so, what form should it
take, and under what circumstances
would extension be appropriate?

Expedited Mediation Or
Arbitration

Another issueis whether the pro-
posed Rule should provide an expe-
dited arbitration or mediation
procedure for resolving disputes con-
cerning disclosures contained in
Forms U-5 before the forms are filed
with the NASD. It isarguable that
such aprocedure could help to avoid
or minimize post-filing disputes.
While one difficulty of such aproce-
dureisthat the NASD's By-Laws
currently require that Forms U-5 be
filed within 30 days of termination,
NASD Regulation would be able to
provide qualified mediators on an
expedited basis. Becausetimely
reporting of the information required
by Form U-5 isimportant for regula-
tory purposes, extension of the 30-
day filing period could arguably
undermine the goa of enhanced dis-
closure underlying the proposed
Rule. Moreover, pre-filing mediation
or arbitration could ultimately pro-
duce less, rather than more, candid
disclosure than is currently the case.

NASD Regulation solicits comments
regarding whether the proposed rule
should include a procedure for expe-
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dited pre-filing mediation or arbitra-
tion. Commenters are asked to con-
sider how such a procedure would
work, whether it would be effective,
and how it would be funded. Should
there be an option to obtain pre-filing
mediation or arbitration, or should it
be mandatory on the demand of
either party? |s mediation appropri-
ate in the instance where the question
isamember firm’s response to areg-
ulatory requirement? Would there be
enough time to complete mediation
before the 30-day filing period
expired? Who would pay for the
procedure?

Pilot Program

The Rule would be implemented on
afour-year pilot basis, during which
time NASD Regulation would assess
theimpact of the Rule on the nature
and quality of disclosure by member
firms. If NASD Regulation deter-
mines at the end of the pilot period
that the Rule has had little or no posi-
tive impact on the nature and quality
of the disclosures made on Forms U-
4 and U-5, it will not seek to renew
the Rule.

NASD Regulation seeks comment
regarding the pilot program. Should
the Rule be implemented on a pilot
basis? Isfour years a sufficient
amount of time to assess the impact
of the Rule on the nature and quality
of the disclosure by members?
Should it be shorter, or longer? Are
there particular measures NASD
Regulation should use in determining
whether the Rule has had a positive
impact on the nature and quality of
disclosures?

Request For Comment

NASD Regulation encourages all
members and interested partiesto
respond to the issuesraised in this
Notice. Comments should be mailed
to
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Joan Conley

Office of the Corporate Secretary
NASD Regulation, Inc.

1735K Street, N.W.
Washington, D.C. 20006-1500;

or eemailed to:
pubcom@nasd.com

Comments must be received by
December 31, 1997. Before becom-
ing effective, any rule change devel-
oped as aresult of the comments
received must be adopted by the
NASD Regulation, Inc., Board of
Directors, may be reviewed by the
NASD Board of Governors, and
must be approved by the SEC.

Text Of Proposed Rule 1150
(Note: All languageis new.)

Rule 1150. Regulatory Form
Disclosures

(a) Mandatory Disclosures

(1) A member must make truthful,
accurate, and compl ete statements on
the covered forms required under
ArticleV, Sections 2 and 3 of the
By-Laws (“mandatory disclosures’).

(2) A notice of termination (Form U-
5) and any amendment to the notice
required to be provided to an associ-
ated person pursuant to Article IV,
Section 3 of the By-Laws shall be
delivered to such associated person at
least 10 days before the notice or
amendment is filed with the Associa-
tion.

(3) If amember makes amaterial
revision to anotice of termination or
amendment delivered to an associat-
ed person pursuant to subparagraph
(2), the member must deliver the
revision to the associated person
immediately.

(4) An associated person’sfailureto
respond to a notice delivered pur-

suant to subparagraph (2) or (3) shall
not constitute awaiver of any rights
of the associated person.

(b) Qualified Immunity

(2) This paragraph shall apply to any
arbitration proceeding between a
member or other party and a covered
person relating to statements madein
response to an information require-
ment of a covered form with respect
to such covered person, to the extent
that such statements are contained in
acovered form that has been or, at a
subsequent point intime, is (A) filed
with aregulatory authority or self-
regulatory organization, and (B) dis-
seminated by reason of such filing, or
otherwise disseminated oraly, in
writing, or through any electronic
medium to an appropriate person.

(2) A defending party shall not be
liablein aproceeding to a covered
person for any defamation claim
related to an alleged untrue statement
that is contained in acovered form if
the statement was true at the time
that the statement was made.

(3) A defending party shall not be
liablein aproceeding to a covered
person for any defamation claim
related to an alleged untrue statement
that is contained in a covered form
unless the covered person shows by
clear and convincing evidence that:

(A) the defending party knew at the
time that the statement was made that
it wasfalsein any materia respect;

or

(B) the defending party acted in reck-
lessdisregard asto the statement’s
truth or falsity.

(c) Definitions

For purposes of thisRule:

(1) Theterm “appropriate person”
means any federal or state govern-
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mental or regulatory authority, any
self-regulatory organization, any
employer or prospective employer of
acovered person, any person who
requests information concerning the
covered person from the defending
party and as to whom the defending
party hasalega obligation to pro-
vide such information, or any person
who has alega obligation to obtain
such information.

(2) Theterm “claim” means any
claim, counterclaim, third-party
clam, or cross-claim.

(3) Theterm “covered form” means
any form or notice required under
Article 1V, Sections 2 and 3 of the
By-Laws, including Forms U-4 and
U-5, Disclosure Reporting Pages,
and related explanatory materials.

(4) The term “covered person” means
any present or former registered per-
son or other employee of amember
who isaparty to aproceeding relat-
ing to a dispute within the scope of
thisRule.

(5) The term “defending party”
means any member who isa party to
aproceeding and who isadverseto a
covered person who isaparty, and
any associated person of such mem-
ber.

(Rule 1150 is effective beginning on
[Date] 1998 and ending on [Date]
2002, and appliesto clamsrelating
to any covered forms, as defined in
Rule 1150, that are filed during that

period.)

Endnotes

' The proposed Rule would require related
changesto Article 1V, Sections 3(a) and 3(b),
of the NASD’sBy-Laws.

*“Defamation” has been defined as an “inten-
tional false communication, either published
or publicly spoken, that injures another’ srep-
utation or good name.” Black's Law Dictio-
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nary 417 (6th ed. 1990). “Libel” (written
defamation) and “dander” (spoken defama:
tion) are both forms of defamation. 1d. at
1388.

*In 1996, approximately 3 percent of the arbi-
trations filed with NASD Regulation
involved defamation claims.

“ For example, states with large numbers of
registered representatives which recognize

some degree of immunity for statements con-
tained in required disclosures include New
York, New Jersey, Florida, California, Illi-
nois, Texas and Pennsylvania.

* The standard of proof has no bearing on
what evidence is admissible under the Code
of Arbitration Procedure. NASD Rule 10323
provides that admissibility of evidence shall
be determined by arbitrators based on materi-
ity and relevance. Arbitrators are instructed
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that, athough the Federal Rules of Evidence
do not strictly govern the admissibility of evi-
dencein arbitration proceedings, they may
provide guidance on what evidenceis proba
tive.

© 1997, National Association of Securities
Dealers, Inc. (NASD). All rights reserved.
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